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IS

. INTRODUCTION AND PROCEDURAL HISTORY

On May 17, 2002, the Fitchburg Gas and Electric Light Company, a wholly-owned
subsdiary of the Unitil Corporation (the “Company”) filed with the Department of
Telecommunications and Energy (the “Department”): (1) a petition pursuant to G.L. c. 164, 8
94 for approval of aproposed increase of $ 3.4 million dollarsin its base rates for firm gas
customers, (2) a petition pursuant to G.L. ¢. 164, § 94 for approval of a proposed increase of $
3.2 million dollarsin its base rates for dectric customers (collectively, the “rate petitions’), and
(3) aproposed performance-based ratemaking (“PBR”) plan for both its natural gas and its
eectric divisons*

The Department docketed the natura gas petition as D.T.E. 02-24 (Gas) and the
electric petition as D.T.E. 02-25 (Electric).? The Massachusetts Division of Energy Resources
(“DOER") filed atimely Motion to Intervene in both D.T.E 02-24 and D.T.E 02-25 on May
29, 2002,% which was granted by the Department on June 21, 2002.

Pursuant to notice duly issued on May 22, 2002, the Department held public hearings

on both rate petitions on June 20, 2002. On June 10, 2002, the Attorney General of the

1 The Company also filed, simultaneously with the rate petitions and PBR plans, a Motion to Consolidate the
Proceedings. While the Department did not rule on thisMotion, it did in fact consolidate the natural gas and electric
rate petitions, although it did not address the PBR plans in those proceedings.

2 The Department docketed the PBR plansas D.T.E. 02-22 (Gas) and D.T.E. 02-23 (Electric) but did not join
them with the rate petitions. As of thiswriting, the Department has taken no further action on the PBR plans.

3 Subseguent to the Company’ s filings, the Department consolidated the rate petitions for joint hearing as
D.T.E. 02-24/02-25.

4 As of thiswriting, the Department has taken no action on the Attorney General’ s Appeal.
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Commonwedlth filed a notice of intervention as of right in the proceeding. On June 11, 2002
and June 12, 2002, Boston Edison, Cambridge Electric Company, Commonwedlth Electric
Company, NSTAR Gas, and the Associated Industries of Massachusetts filed Motions for
Limited Participation in the proceedings, which were granted by the Department.

On June 21, 2002, the Department conducted a procedura conference and established
end dates for discovery, evidentiary hearings, and the submission of briefs. On June 26, 2002,
the Office of the Attorney General gpped ed the Procedura Schedule established by the
Hearing Officers?

The Department conducted fifteen (15) days of evidentiary hearings between August 5,
2002 and September 10, 2002, and admitted an extensive number of exhibits into evidence.

In support of its rate petitions, the Company sponsored the following witnesses:

Mark H. Collin, Treasurer and Secretary of Unitil Corporation and Treasurer of
Fitchburg Gas and Electric Light Company, Concord Electric Company, Exeter & Hampton
Electric Company, and Unitil Power Corporation and Vice President of Finance for Unitil
Service Corporation. Mr. Callin’s testimony was offered to support the revenue requirement
anayses being presented by the Company to justify the proposed increasesin naturd gas and
eectric rates. Exhs. FGE-MHC-1 (Gas) and FGE-MHC- 1 (Electric);

Karen M. Asbury, Director of Regulatory Services for Unitil Corporation. Ms.
Asbury’ stestimony was offered to support the proposed increases to the Company’ s base

rates and trangtion charges (dectric) and to present the revised tariffs and bill impact




caculations. Exhs. FGE-KMA — 1 (Electric) and FGE-KMA-1 (Gas);

James H. Aikman, Managing Consultant with Management Applications Consulting,
Inc. The purpose of Mr. Aikman’s testimony was to present and support the depreciation
studies and associated depreciation accrud rates. He was employed by the Company to
prepare andyses for both the naturd gas and eectric divisons of the Company. Exhs. FGE-
JHA — 1 (Gas) and FGE-JHA — 1 (Electric);

James L. Harrison, Managing Consultant and Vice Presdent of Management
Applications Consulting, Inc. The purpose of Mr. Harrison's testimony was to present and
support the accounting and marginal cost of service studies and for providing the class revenue
targets used in the proposed rate design for both the natural gas and the eectric divisons of the
Company. BExhs. FGE-JLH — 1 (Gas) and FGE-JLH-1 — (Electric); and

Samue C. Hadaway, aPPrincipa in FINANCO, Inc., Financid Andyss Consultants.
The purpose of Dr. Hadaway’ s testimony was to present and support the Company’s proposed
market required rate of return on equity for the naturd gas divison of the Company. Exhs.

FGE-SCH-1 (Gas) and FGE-SCH — 1(Electric).



[I. STATEMENT OF DOER POSITION
The DOER bdlieves there are two significant issues presented by the Company’srate
petitions, which are discussed below.

A. APPROPRIATE ALLOCATION OF COSTSTO THE ELECTRIC
GENERATION AND TRANSMISSION FUNCTIONS

1. Introduction

The DOER bdlieves that the Company should be required to alocate dl gppropriate costs
(direct and indirect) related to the provision of electric generation and transmisson servicesto the
corresponding components of the eectric utility bill.> There are two primary reasons that the Company
should be required to do this. Firgt, inaccurate alocation negatively impacts the Department’ s god of
restructuring the eectric industry in Massachusetts. Second, distorted reflection of unbundled service
cods a the commencement of a PBR plan has the potentiad to result in inflated profits for the utility, and
may negatively impact the development of competitive retail markets. Each of theseissuesis discussed
below.

2. Negative Impacts on Electric Industry Restructuring of Improper Utility
Service/Function Cost Allocation

With respect to the negative impacts on industry restructuring, alocation of generation and
transmission codts to the ditribution component of a utility bill distorts the true cost of providing the

relaive services. This undermines the restructuring gods associated with unbundling the core functions

5 The DOER is not taking a position with respect to the Company’ s proposed allocation of costs for the Gas
Division to the proper utility service/function (i.e. energy, transmission and distribution) on a gas customer’ s bill.
However, the DOER notes that the principle of proper cost allocation and the negative consequences of inaccurate
cost allocation apply equally to the provision of gas service. In any instances where the Company’ s allocation of
gas costs are inaccurately reflected in the components of agas bill, these costs should be accurately reallocated to
the appropriate component(s) of the bill.
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previoudy provided by the utility operating as a verticaly integrated monopoly. Stopping short of full
unbundling will lead to inefficiency in terms of utility operations, and has the potentid to negetively
impact the implementation of the competitive retail commodity markets.

Distorted cost alocation masks the true cost associated with the provision of the reevant
sarvices. Theinaccurate reflection of costs may result in inefficient utility operations by masking
potentiad problems associated with the provison of a particular service. Actud high costs associated
with the provison of a serviceffunction may reflect inefficient operations. If such aservice cost is
atificadly deflated by inaccurate alocation of unbundled service cogts, the artificidly low cost(s) may
indicate to a utility that the associated operations of the Company are being performed efficiently when,
infact, they are not. Likewise, this Stuation would lead consumersto believe that the service isbeing
provided in an efficient manner thereby removing any incentive to cause the utility to improve operaing
efficiency ether directly, or indirectly by seeking dternative services. Therefore, if the true cost of a
service is not trangparent to a utility and its customers, the efficient operations of the utility with respect
to providing the particular service may be negatively impacted.

Digtortion of costs dso negatively impacts the development of the competitive retail commodity
markets as envisioned by the Restructuring Act. Reflection of generation costs associated with the
provison of last resort services, Standard Offer Service (* SOS’) and Default Service (“DS’), inthe
digtribution component of a utility bill artificidly reduces the price 9gnd associated with the cost of
energy supply. Thisisthe price with which a competitive supplier necessarily has to competein pricing
its respective product(s). Competitive suppliers do not have the luxury of reallocating their costs to

another part of the bill. All of their operating and commodity costs must be reflected in the price of their



product(s). Requiring competitive suppliers to compete againg artificidly reduced generation
component prices reduces their ability to compete and creates a barrier to the successful development
of compstitive retall commodity markets. Furthermore, regulation that resultsin inaccurate dloceation of
costs associated with utility services (generation, transmission and ditribution) resultsin ade facto
regulatory subsidy in favor of SOS and DS customers at the expense of competitive supply customers.
This result is compounded by the fact that this subsdy is partidly funded by the competitive supply
customers through collection of these costs in the distribution rates gpplicable to dl customers. Given
the sgnificant resources and effort dready expended by the Department in implementing dectric and
naturd gas restructuring, the Department should continue to act in amanner that mogt efficiently
accomplishesthat god in order to achieve the maximum benefits for Massachusetts consumers.
Accurate cost dlocation, congstent with the principle of cost causation, is arequirement that the
Department should continue to impose on dl utilitiesin dl gppropriate circumsances.

3. Negative Impacts of Improper utility Service/lFunction Cost Allocation
Related to utility Operations Under a PBR Mechanism

The second reason that the Department should require the Company to remove al generation
and transmission costs from distribution base rates and dlocate these costs for recovery in the
appropriate bill component is that the Company is proposing aten-year PBR plan. Inaccurate
dlocation of costs by autility operating under a PBR plan raises two concerns. Firdt, it may result in
arttificidly high rate increases on agoing forward basis, leading to unjust and unreasonable rates.®

Second, it may negatively impact the development of competitive retail markets by creating afinancia

6 DOER notes that inaccurate allocation may also lead to artificially low rate increases depending on the
nature of the allocation (i.e. the direction of the shifting of costs between the unbundled services).
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incentive for the utility to maintain, and even increasg, its role as a commodity supplier to SOS and DS
customers. Findly, it has the potentid to negatively impact the Company’ s efforts to promote energy
efficiency, demand sde management and distributed generation projects.

a. Cast-Off Rates

The didribution rates established in this proceeding will establish the * cagt-off” rates for the
proposed PBR mechanism. Any initid rate change pursuant to atypicad PBR mechanism is caculated
as apercentage of the cast-off rates. Any subsequent rate changes are usudly cdculated annudly in a
amilar manner from the most recent year’ srates. Given this operationd mechaniam, in terms of
absolute rate shifts, errorsin the initia cast-off rates would perpetuate inaccuracies in dl subsequent
annuad rate adjustments. Therefore, it iscritical that the cast-off rates reflect only those cogtsthat are
associated with the provision of the distribution function.  Cast-off rates that include generation and/or
transmisson cogts are atificidly inflated and, in the context of a PBR mechanism that operates as
described above, reault in atificidly inflated rates that are not reflective of the true cost of providing the
sarvice. Such rates, and any subsequent rate increases, that are partidly based on the incluson of costs
related to the provison of separate and distinct services will be unjust and unreasonable. If the initid
cast-off rates are inflated, subsequent rate adjusments will likewise be inflated. Such initid cagt-off
rates, and all subsequent rate increases, would reflect costs that are not incurred by the utility in
providing the distribution service. Therefore, revenues collected pursuant to these misplaced costs are

not justified and may result in awindfdl for the company.

b. Impact on Competitive Markets



Allowing the inaccurate dlocation of the unbundled services codts, in conjunction with operation
pursuant to a PBR plan, has the potentid to create an indirect incentive for a utility to maintain, and even
increase its presence in the retail energy function as the provider of trangtional energy services. As
described above, inflated distribution costs collected primarily viaa volumetric rate charge in the context
of aprice-cap PBR plan creates an incentive to maximize volumetric throughput. It makes sense that
volumetric throughput would be maximized by providing the lowest cost commodity to the greatest
number of customers. Assuming the trangitiond energy products provided by a utility are the lowest
cost products (relaive to potentid competitive retail products), the utility would have the incentive to
maintain and even expand the trangtiona service (SOS and/or DS) customer base. Thisincentiveis
contrary to the god of achieving arobust competitive retail market. DOER acknowledges that the
incentive to maximize throughput exists under the operationa scenario described above regardless of
whether the commodity is supplied by the competitive market or viaatranstiond service. However, to
date, the structure of the transitional services has presented an obstacle to the market’ s ability to beat
the pricing of the trangtiond products. This Stuation would be exacerbated by a utility cost dlocation
design (with regard to the unbundled services) that is not reflective of the true cost of providing the
respective services and results in artificidly deflated SOS and DS pricing (and concomitant inflated
digtribution pricing). Such an alocation scheme would further hinder the competitive market’ s ability to
compete with the trangtiond energy products. Therefore, unbundled services pricing should reflect the
true cost of providing each service. Thiswill mitigate the advantage thet inures to the transtiona

commodity services over competitive products. Mitigation of this negetive effect will remove a utility’s



incentive for maintenance/expangon of trangtiona services (this assumes that the competitive market
can successfully compete againgt the transitional energy products given aleve playing field).”

c. Impact on Energy Efficiency, Demand Side Management and Distributed
Generation Projects

Improper dlocation of cogts between the unbundled utility services/functions may aso negetively
impact Company efforts to encourage and implement energy efficiency, demand sde management, and
digtributed generation projects, by creeting an incentive to a utility to maximize volumetric throughput
and, in turn, commodity sdes. The proposed rate design collects digtribution revenues primarily viaa
volumetric charge. This creates the incentive for the Company to maximize volumetric throughpt,
which would increase with the implementation of aten-year PBR plan designed around a price-cap
mechaniam. Price-cap mechanisms cap the rates per commodity unit sold, and place no limits on total
revenues. This creates an incentive to maximize system throughput and therefore, commodity saes.
The more units sold, the more revenues collected by the utility. Thisincentive would be further
aggravated by the establishment of artificidly inflated cast-off rates. Therefore, any mechanism and/or
regulatory action that creetes, either directly or indirectly, an incentive to maximize throughput should be
discouraged. Inaccurate cast-off rates in the context of a price-cap PBR mechanisnt provide the

incentive for a utility to maximize volumetric throughput and should be rejected by the Department.®

7 This position is consistent with the Department’ s restructuring policy goal of aligning cost-causation with
cost allocation with respect to unbundled transitional energy service, as advocated by the Department in past
proceedings (see D.T.E. 99-60-A at 10) and in present proceedings (see D.T.E. 02-40 & 5).

8 It should be noted that the unjustified revenue collection resulting in awindfall to the company associated
with artificially inflated cast-off rates exists regardless of whether the PBR operates under a price-cap or revenue-cap
mechanism. The only differenceisthat under arevenue-cap the utility’ sincentive to maximize commodity unit sales
ismitigated by the revenue cap.

9 This argument assumes arate design premised on rates being collected primarily through avolumetric
10



4. Unbundled Service Costs that Should be Removed from Distribution Rates

The Company has improperly alocated specific generation and transmission related cogs to
digribution rates and is therefore proposing to collect these costsin distribution rates. The Department
has the opportunity to act in this proceeding to ensure that the principle of cost causation is gpplied in
Massachusetts in the context of accurate cost alocation with respect to the unbundled utility
services/functions® The Company should be required to dlocate dl costs to the function/service thet is
responsible for the respective cost(s). DOER recommends that the Department require the Company
to remove dl generation and transmission related costs from the proposed cost of service and mandate
that these costs be allocated to the responsible function/service, and collected in the respective
component of the bill. Specificdly, DOER recommends that dl costs associated with the categories
listed below be removed from the proposed distribution rates, and alocated to the responsible
sarviceffunction.

a. Purchased Power Cash Working Capital

The Company stated that Purchased Power Cash Working Capitd is used to pay for expenses
incurred by the Company for the provison of trangtiona energy products (SOS and DS) and Externa
Transmission Services™ DOER recommends that the Department require the Company to remove dl

costs associated with Purchased Power Cash Working Capital from the proposed distribution base

charge as opposed to the fixed customer charge. DOER notes that thisis a separate issue that independently creates
anincentive for utilities to stay in the commodity function/service that negatively impacts the competitive market.

10 The Department has recognized the importance of cost-causation. Specifically, with regard to the provision
of Default Service the Department has stated that the development of competitive markets requires that the service
reflect the true costs associated with the provision of the product. See D.T.E. 99-60-A at 10.

11 See Exh. FGE-MHC-1 Electric at 26.
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rates for recovery in the gppropriate billing component (i.e. energy or transmission).

b. General Restructuring Costs Related to the Provision of Transitional Electricity
Services and External Transmission

The Company stated that it is seeking costs related to restructuring including generd costs related to
unbundling, customer choice, supplier accessto its distribution system and the provison of SOS and
DS.*? The reason the Company is seeking recovery of these costsin distribution ratesis that they were
disdlowed in the energy/transtion-related chargesin D.T.E. 99-110. The Company stated that the
Department told them that they had the opportunity to seek recovery of the disalowed cogsin
distribution rates.”®

These generd costs were categorically defined by the Company in Exh. DOER RR-1.** However,
the record request included severd categories of costs that the Company is ot seeking to recover in
digtribution rates. During the hearings the Company specificaly identified the cost categories for which
they were seeking recovery via distribution rates in this proceeding.™ Based on the Company’s

testimony, these cost categories include the following:

? Transaction Costs and Administrative Expenses'®

12 See Exh. FGE-MHC-1 Electric at 11.
13 Transcript at 122.

14 The record request provides costs associated with the categories but these costs are not representative of
thetest year. See Transcript at 1660-1663.

15 Transcript at 1659-1669.

16 See Exh. DOER RR-1, & 8, lineitem 10.
12



? Power Portfolio and Contract Management’
? Restructuring Administration Cost Amortization'™
? L ERS/L ogica Load Reporting™
? L ogica System Amortizatior®

The Company dated that these are energy-related costs that were previoudy recovered in the
energy components of the bill.?* Although presently seeking recovery of these cogtsin distribution rates,
the Company dtated that, prior to D.T.E. 99-110, these energy related costs were appropriately
collected in the energy related components of the bill.?> DOER generally agrees with the Company’s
pre D.T.E. 99-110 position that these costs are energy-related and should be collected in the
gppropriate energy components of the bill. The two exceptions are related to the LERS/Logica Load
Reporting costs and the Logica System Amortization costs. The DOER bdlieves that the costs
associated with these items are distribution related and therefore are appropriately recovered through

distribution base rates?®

17 See Exh. DOER RR-1, at 13 and 18, lineitem 11 and 3, respectively.

18 See Exh. DOER RR-1, &t 13, lineitem 12.
19 See Exh. DOER RR-1, at 13 and 18, lineitem 13 and 4, respectively.
20 See Exh. DOER RR-1, at 13 and 18, lineitem 14 and 5, respectively.

21 See FGE-MHC-1 at 11.

22 Transcript at 122. The DOER notes that the Company stated that given the development of restructuring in
Massachusetts, that distribution rates isthe most appropriate vehicle for recovery of these costs. Transcript at 119-
122. This position is based on the perception that, given D.T.E. 99-110, there is no other cost-collection mechanism
to recover these costs. 1d. However, the Company’s testimony supports the position that Fitchburg considers these
energy related charges that should be allocated to the energy components of the bill that were removed involuntarily
asaresult of D.T.E. 99-110.

23 This position is consistent with the Department’ s view of these cost items. See. D.T.E 99-110 at 24.
13



23

The Company’ s response to Exh. DOER RR-1 qudlitatively described the cost categories that were
denied recovery in D.T.E. 99-110 but did not quantitatively define the related costs in terms of the test
year that are being proposed for recovery in digtribution rates in this proceeding.?*  Furthermore, the
quditative cost categories that were disallowed in D.T.E. 99-110 do not align with cost categories
proposed for recovery in the present proceeding. Therefore, the associated quantitative costs can not
be discerned from comparing the information provided in Exh. DOER RR-1 to the schedulesfiled in this
proceeding. Given this disconnect, the DOER recommends that the Department require the Company
to identify dl cogts for which the Company is seeking recovery in this proceeding that are related to the
relevant cost categoriesidentified in DOER Exh. RR-1 (i.e. Transaction Cogts and Adminigirative
Expenses; Power Portfolio and Contract Management; and Restructuring Administration Cost
Amortization). The Department should direct the Company to remove these costs from the proposed
digtribution base rates and dlocate them to the gppropriate unbundled service for recovery in the related
bill component.

The costs described above are either energy or transmission related and should be reflected in the
cost of providing those services® Reflection of these costs in distribution rates resultsin an uneven
playing fidd for competitive suppliers and distorts the market price Sgnas resulting in the undesirable

consequences described above?

24 See Transcript at 1660 — 1661.
25 Id. Seealso Transcript at 142-143.

26 The DOER' s position on thisissue is consistent with the Company’ s approach to Cash Working Capital
related to Gas Commodity supply which is collected in the energy charge viathe CGAC. See Transcript at 142-143
and Exh. DOER 1-02(gas).
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The DOER acknowledgesthat D.T.E. 99-110 presents an obstacle to implementing this
recommendation with respect to assgnment of the relevant costs to the SOS energy charge. However,
as described below in Section I11, DOER believes that the Department should reconsider its directives
in D.T.E. 99-110 with respect to thisissue.

B. THE COMPANY’SRATE DESIGN AND RECOVERY OF ELECTRIC AND
GASSERVICE MARGINAL COSTS

Introduction
Economic effidency isimproved when customers are
given price sgnasthat reflect the margina costs of

providing service...

Board of Directors Meeting, The National Association of
Regulatory Utility Commissioners (March 2000).

After reviewing the Company’s proposed distribution rates, DOER finds that the proposed
ratesfall to sufficiently recover the margind codts required to serve specific customer classes. DOER
believes that the promotion of economic efficiency in rate design requires the following. For naturd gas
rates, the Company should maintain the same percentage of margina cost recovery in its proposed rates
that it achieved through its current rates. For dectric rates, the Company should adopt arate design
that produces fixed charges equivaent to the average fixed charges of other Massachusetts distribution
companies. For both energy services, DOER recommends that volumetric/energy charges be
decreased and customer charges be increased in order to better reflect margina costs. DOER' s rate

proposa is set forth in detail below.
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2. Natural Gas Rate Design

In designing its proposed natural gas rates, the Company reflected the 2001 test year costs.
The Company identified the class revenue targets, identified the digtribution function margind cods,
reconciled the target revenue to be recovered on the customer charge (which the Company determined
to be the least dagtic portion of the rate), examined the proposed results, made refining adjustments,
and reconciled the revenue target on remaining rate components. The Company concluded that it had
adequately baanced fairness and continuity and had achieved efficiency by setting the customer charge
as close to margind costs as possble, while consdering bill impacts. Exh. FGE-KMA-1 (Gas) at 7 - 9.

While DOER has no issue with the conceptual methodology by which the Company devel oped
its proposed rates, DOER believes the proposed rates fall short of achieving the minimum degree of
economic efficiency that isagod in rate design. DOER bdlieves the Company has st its volumetric
charges too high and its customer chargestoo low. DOER proposes that the Company decrease the
volumetric charges and increase the customer chargesin order to maintain its current relationship to an

efficient rate design, one based, to an appropriate degree, on marginal costs.*’

A review of the Company’s proposed natural gas rates is enlightening.?® The Company’s

27 Considering the goal of efficiency alone, marginal cost-based rates promote the greatest efficiency. DOER
recognizes, however, that rates must cover the costs of serving the class. It therefore standsto reason that the
Company’s preliminary rates, which include amarginal cost-based volumetric charge, promote the greatest efficiency.
See Exh. DOER 1-13.

28 For its smallest natural gas consuming classes (R-1, R-2, R-3, R-4, G-41, G-51) the Company has proposed to
16
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proposed charges diverge sgnificantly from the fixed and volumetric margind cogs. For example, the
Company’s proposed charges for its largest residentid class; the R-3 class; are 26% of margind
customer costs ($ 8.50/% 33.13) and 409% of margina volumetric costs ($ 0.4238/$ 0.1035). For the
Company’slargest commercid and indudtrid dass, G-41; the proposed charges are 42% of margind
customer costs ($ 24.00/$ 56.84) and 323% of marginal volumetric costs ($ 0.3931/$ 0.1216). See

Attachment 1; Comparison of Proposed Charges to Margina Codgts (Gas).

It can a0 be observed that the Company’ s proposed charges fall short of its priminary rate
design for all dasses® For example, the Company’ s proposed charges for the R-3 class are 23% of
the preiminary customer rate ($ 8.50/$ 36.29) and 409% of the preliminary volumetric rate ($
0.4238/$ 0.1035). For the G-41 class, the proposed charges are 31% of the preliminary customer rate
($ 24.00.00/$ 76.80) and 323% of the preliminary volumetric rate ($ 0.3931/$ 0.1216). See

Attachment 2; Comparison of Proposed Charges to Preliminary Rates (Gas).

A closer review of the proposed charges relive to the preiminary rates (derived by DOER
and st forth in Attachment 2) demondrates that they fail to maintain the relationship between the

current charges and the current preliminary rates®  For example, the Company’ s current charges for

increase the customer charge very minimally; the same or very close to the same percentage as the overall revenue
reguirement increase for the class. For its mid-size classes (G-42 and G-52) the Company proposed customer charges
at 50% of marginal costs. For the Company’slargest customers (G-43 and G-53) the Company proposed customer
charges near, but still below, marginal costs. For al classes, the proposed volumetric charges (as well as demand
chargesfor the G-43 and G-53 rate classes) were set to collect the remainder of the assigned revenue target. Exh. FGE-
KMA-1 (Gas).

29 The preliminary rate design allows the Company to collect an amount no greater or less than the assigned
revenue requirement for each class. Volumetric charges are set at marginal costs and the remaining assigned revenue
requirement is collected through the customer charges.

30 DOER has calculated current preliminary customer and volumetric charges for this comparison without
including the Company’ s proposed revenue increase. Current preliminary rates can provide a benchmark from which
to conclude whether the Company’ s proposed charges are moving towards or away from the more efficient

17



the R-3 class are 35% of the current preliminary customer rate ($ 7.00/$ 19.79) and 243% of the
current preliminary volumetric rate ($ 0.2510/$ 0.1035). For the G-41 class, the Company’s current
charges are 54% of the current preliminary customer rate ($ 21.00/$ 38.89) and 176% of the current

preliminary volumetric rate ($ 0.2136/$ 0.1216). See Attachment 3; Comparison of Current Charges

to Current Prdiminary Rates (Gas).

DOER bdlieves that promoting economic efficiency requires the Company’s proposed charges
to be closer to its preliminary customer and volumetric rates® At aminimum, DOER recommends that
the Department increase the Company’ s proposed customer charges and decrease the proposed
volumetric charges for its resdentid, smdl- and medium-sized commerciad customers, in order to carry
forward the percentage relationship between the current customer charges and the current preiminary
customer rates. See Attachment 3.

Accordingly, DOER proposes the following monthly charges: *

R-1: customer charge of $ 12.18 and a volumetric charge of $ 0.3447 per MMBtu;

R-2: customer chargeof $ 7.31 and a volumetric charge of $ 0.2068 per MMBtu;*

R-3: customer charge of $ 12.70 and a volumetric charge of $ 0.3754 per MMBtu;
R-4: customer chargeof $ 7.62 and avolumetric charge of $0.2252 per MMBtu;*

preliminary rates.

31 DOER acknowledges that the Company has proposed increases in its charges. However, the proposed
charges, relative to the preliminary rates, are less than the relationship between the current charges and the current
preliminary rates.

32 DOER recognizes that the Department will set a reasonable revenue requirement for the Company’ s gas
division. DOER expects that this revenue requirement will differ, and perhaps be lower than, that proposed by the
Company. As DOER does not know the final approved revenue requirement, it has used the Company’ s proposed
revenues and costs to devel op the above charges. If the final approved revenue requirement is lower, then DOER
recommends that the Department lower these rates accordingly.

33 This maintains the Company’ s current discount allowance for the proposed low income residential rate
class.
A If the Department determines that customer charges should be similar for all residential customers, DOER

18



G-41: customer charge of $41.47 and avolumetric charge of $ 0.3033 per MMBtu;
G-51: customer charge of $ 34.56 and a volumetric charge of $ 0.3147 per MMBty;
G-42: customer charge of $ 165.54 and a volumetric charge of $ 0.2653 per MMBtu;
G-52: customer charge of $ 144.80 and a volumetric charge of $ 0.2517 per MMBtu.

See Attachment 4; Derivation of DOER’ s Proposed Charges (Gas).

DOER recommends an dternative approach for the Company’ s largest natura gas consuming
classes, G-43 and G-53. DOER recommends the Department increase the customer charges to 100%
of margind cogts, or $ 631.12. With the adoption of thisincrease, the Department should decrease the
volumetric chargesto $ 0.1405 and $ 0.1168 per MMBtu, respectively. DOER’s recommended

chargesin thisingtance are only marginaly different than the Company’s proposal. See Attachment 4;

Derivation of DOER' s Proposed Charges (Gas).

DOER is cognizant of the need to baance efficiency with rate continuity. Consequently, DOER
has recommended only maintaining the current relationship between the Company’ s charges and
preliminary rates. While there are some significant monthly bill increases, mogt notably in the smadlest

bills, the overal annual bill impact on customers must be considered.® See Attachment 5; Bill Impact

Andyss (Gas). Thus, DOER bdlieves its recommendations are consstent with the Department’ s rate

proposes, for simplicity, that residential customer chargesbe set at $12.70 and $ 7.62 (low income). The
corresponding volumetric charges would have to be adjusted accordingly .

3H5 DOER notesthat the greatest bill impacts are on those monthly bills reflecting virtually no gas consumption.
For example, a 54% increase will result from DOER'’ s proposed charges on those R-3 bills that average 4.58 therms of
consumption; a 94% increase will result on those G-41 bills that average 0.69 therms of consumption; and a44%
increase will result on those G-42 bills that average 66.18 therms of consumption. Assuming, asis reasonable, that the
aforementioned bill impactsoccur only during certain off-peak months for space heating customers, the impact on
their bills during the heating season will be considerably less, because consumption will be much higher. This
reduced effect should significantly lower the overall annual bill impacts on these customers. Further, since the
Company’ s approved rates will become effective during the heating season, these customers will receive the reduced
bill impacts long before they are affected by the higher bill impacts that occur during the non-heating season.
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12

design god of rate continuity.

DOER is not suggesting that the Company change assigned costs and revenues between classes,
but within classes. Consequently, the total effect of the recommendation of lower volumetric charges
and higher customer charges on each rate classis neutrd. Therefore, DOER's recommended rate
dedgnisfar.

DOER is not recommending that any new or categoricaly different charges be adopted. The
Company’ s rate design would continue to include only those charges as are currently seen by
customers. Therefore, DOER'’ s recommended rate designissmple.

DOER' s recommended rate design should promote greater earnings stability for the Company. |If
customer charges are increased and volumetric charges are decreased, the Company becomes less
dependent on westher, stabilizing revenue and thereby stabilizing earnings®

In light of the above, DOER bdlieves that its recommendations are consstent with dl of the
Department’ s rate design godls.

2. Electric Rate Design
In designing its proposed dectric rates, the Company again reflected the 2001 test year costs.
The Company then identified the class revenue targets, identified the distribution function’s margind
costs, reconciled the target revenue to be recovered on the customer charge, made adjustments to all
rate components to establish initid rates to determine trangtion chargesin light of rate cap requirements,

caculated the Uniform Trangtion Charge, made refining adjustments, and reconciled the revenue target

36 DOER recommends that, if the Department approves higher customer charges, it should set the Company’s
allowed return on equity towards the lower end of the range deemed reasonabl e, because earnings stability makes the
Conpany less of arisk to the typical investor. The Company’s cost of capital can be expected to be correspondingly
lower.
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on remaining rate components. The Company concluded that it had adequately baanced fairness and
continuity and had achieved efficiency by setting the customer charge as close to margind costs as
possible, while consdering restructuring congraints. Exh. FGE-KMA-1 (Electric) at 8 - 10.

Aswith the naturd gas rate design, DOER takes no issue with the conceptua methodology
employed by the Company. However, DOER finds that the Company’ s proposed dectric charges fdl
short of achieving the requisite economic efficiency desired in rate desgn. Thisshortfdl is especidly true
for the Company’ sresidentid (RD-1 and RD-2) and smdl commercid and indudtrid (GD-1) rate
classes.

For the RD-1 resdentid class, the Company has proposed rates that are 12% of
margina customer costs ($ 3.02/$ 24.70) and 183% of margina energy costs ($ 0.04475/$ 0.02442).
For the RD-2 residentid class, the Company’s proposed rates are 8% of marginal customer costs ($
1.87/$ 24.70) and 82% of margina energy costs ($ 0.02014/$ 0.02442).%" For the GD-1 dlass, the
proposed rates are 26% of margina customer costs ($ 6.83/$ 25.87) and 122% of marginal energy

costs ($ 0.04548/$ 0.03725). See Attachment 6; Comparison of Find Ratesto Marginad Cost

(Electric).

The Company’s proposed rates dso fal short of its more-efficient, priminary rate
design.® For the RD-1 rate class, the Company has proposed rates that are 19% of the preliminary

customer rate ($ 3.02/$ 15.98) and 183% of the preliminary energy rate ($0.04475/$ 0.02442). For

37 DOER recognizes that low income residential customers pay discounted rates.

33 DOER recognizes that the Company’ s proposed rates for electric service are based on revenue targets that
differ from those used in the preliminary rate design, thereby affecting the stated percentages. DOER has used the
preliminary rates here to illustrate the difference between the preliminary and the proposed rates.
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the RD-2 class, the proposed rates are 19% of the preliminary customer rate ($ 1.87/$ 9.59) and 1%
of the preliminary energy rate ($ 0.04598/$0.03740). For the GD-1 class, the proposed rates are 61%
of the preliminary customer rate ($ 6.83/$ 11.24) and 122% of the preliminary energy rate ($

0.04548/$ 0.03740). See Attachment 7; DOER’s Comparison of Fina Ratesto Preliminary Rates

Electric).

Based on the above, DOER believes that promoting economic efficiency requires that
the Company’ s charges be set consistent with the average fixed charges of other Massachusetts electric
distribution companies.®

Based on the comparative andys's with other Massachusetts electric distribution

companies, st forth in Attachment 8; Comparison of Company’s Final Rates to Other Massachusetts

LDCs Fixed and Energy Didgtribution Charges (Electric), DOER proposes the following charges for the

Company, which are consstent with the average fixed charges approved by the Department for other

M assachusetts distribution companies.*® See Attachment 9; Derivation of DOER'’ s Proposed Charges

(Electric):

RD-1: customer charge of $ 6.87 and an energy charge of $ 0.03800 per kwh;
RD-2: customer charge of $4.12 and an energy charge of $0.01640 per kwh; and
GD-1: customer charge of $ 9.46 and an energy charge of $ 0.03600 per kwh.

39 DOER cannot apply the analysis used for the natural gas rates to derive recommended electric rates
because: (1) the Company has made significant adjustmentsto each class' revenue target in moving from its
preliminary rate design to its proposed rate design (such revenue adjustments were not made in the natural gasrate
design); and (2) DOER is not recommending that there be areallocation or shift of revenue targetsbetween rate
classes. Therefore, comparing the ratio of the Company’ scurrent electric rates to itscurrent preliminary rates and
carrying forward that percentage to the proposed rates and the preliminary ratesis not appropriate.

40 See Footnote 31.
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For the Company’s GD-2, GD-3, and GD-4 rate classes, DOER agrees with the Company’s
proposed charges, because the average percentage fixed charges exceeded the average percentage
fixed charges of other Massachusetts distribution companies (other LDCs offer G-2 and G-3 rate
classes). DOER therefore recommends that the Department adopt the Company’ s proposed charges
for these commercid and indudtrial rate classes.

DOER has analyzed the effects upon customer invoices within rate classes of its

recommended charges. See Attachment 10; Bill Impact Analysis (Electric). DOER notes that the

largest percentage of monthly bill impacts are al smaller than $ 3.33 per month increases over and
above the Company’ s proposed charges, a 33% increase in the smal RD-1 customer invoices, a17%
increase in the smallest RD-2 customer invoices, and a46% increase in the smallest GD-1 customer
invoices. Accordingly, DOER believes its recommendations are consstent with the god of rate
continuity.

Aswith its naturd gas rate recommendations, DOER bdlieves the recommended rates
arefar and smple, and that they encourage earnings stability** and promote economic efficiency.

1. ARGUMENT

A. THE DEPARTMENT SHOULD APPROPRIATLEY ALLOCATE COSTSTO
THE GENERATION AND TRANSMISSION FUNCTIONS

1. D.T.E.99-110 Should be Reconsidered to Allow Allocation and Recovery of
Costsin the Appropriate Unbundled Service Charge

a. Standard Offer Service Restructuring Energy Related Charges and Purchase
Power Cash Working Capital

41 See footnote 36.
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D.T.E. 99-110 limited recovery of Generation Portfolio Management Cogts in the SOS charge
to costs approved in acompany’ s most recent pre-restructuring rate case.** DOER does not believe
that this principle should be applied to costs associated with the provison of SOS going forward. This
principle was developed to address lost revenues associated with generation divestiture, specificaly for
the period between the retail access date and the divestiture date. The policy limiting lost generation
revenues to pre-restructuring levelsis sound. A utility’ s lost revenues should be based on a historicd
proxy to lend credence to the claim and to ensure that the costs are reasonable.”® However, that policy
should be interpreted narrowly in the context of rate-making prior to restructuring, and should not hinder
autility’ s ability to recover additiona SOS costsincurred as aresult of restructuring in the gppropriate
cost-recovery mechanism. Whilelogica within the narrow confines of pre-restructuring generation
cods, the principle losesits va ue with respect to post-restructuring SOS cogts that were not evaluated
in the benchmark rate-case but are nonethel ess experienced by the Company. Although the costs may
be amilar, in that they are incurred to provide energy to cusomers, they are ditinct, in thet they are
driven by two different regulatory environments. The different regulatory contexts may trandate into
different and additiona costs that may not have been reflected historicaly. The benchmark for one
should not exclude costs associated with the other.

The Company’ s Restructuring Plan alows for recovery of reasonable costs related to the

42 See D.T.E. 99-110 at 20 and 26-27. See also Commonwealth Electric Company; D.T.E. 99-90-C at 36-37.

43 A rate proceeding provides the most advantageous process to evaluate the legitimacy of costs associated
with pre-restructuring generation revenues. However, given the pre-restructuring context, SOS costs, as distinct
from lost revenues, are more appropriately addressed in atransition proceeding as the SOS charge is the most
appropriate mechanism to collect all SOS related costs. Therefore, while the costs determined in arate proceeding are
the most appropriate proxy for lost revenues, they should not be used for SOS cost. The two costs are separate
issues due to the structural and timing differences that give rise to each of these costs.
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provison of SOS. The restructuring related costs and Purchased Power Cash Working Capita costs
described above are incurred in the provision of SOS.* To avoid the potentially negative results
described in Sections 11 and 111 above, the SOS charge should reflect these related costs. This position
is consstent with the current restructuring environment in which the Department has acknowledged the
value of applying cost causation to cost alocation.” Therefore, any additional and/or

different costs associated with the provison of SOS should be removed from digtribution rates
and should be collected in the SOS charge.

b. Default Service Restructuring Energy Related Charges and Purchase Power Cash

Working Capital

Regarding Power Purchase Cash Working Capita related to the provison of Default Service,
al such costs should be assigned to, and recovered in, the trangition service charge associated with the
provison of the DS product. DSis not subject to legidative congraints, and therefore the DS billing
component should reflect all associated costs. It is even more critica that the DS charge reflect the true
cost of the service than the SOS charge due to the fact that SOS expiresin 2005. Going forward past
2005, it will be DS done with which the competitive market will compete. Therefore, while DOER
believes that both transition commodity services should reflect the true cost of the services, the
Department should act to ensure that, a aminimum, DS pricing reflects al costs associated with the
product. The Department has opened an investigation into the provision of DS; D.T.E. 02-40. One of

the issues being examined is the DS price components. The Department should act in this proceeding to

44 DOER takes no position with respect to the reasonableness of the costs.

45 Seeeg. D.T.E. 02-40 Section 111, Scope of Investigation. Seeaso D.T.E. 99-60-A at 10.
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reflect true cost- causation to the maximum extent possible by removing dl DS related cogts from
digtribution rates and dlocating to the DS charge. Therefore, DOER recommends that the Power
Purchase Cash Working Capita cogts related to DS be alocated out of distribution service and to the
appropriate service charge.
c. External Transmission Service Restructuring Energy Related Charges and
Purchase Power Cash Working Capital
Regarding Power Purchase Cash Working Capita costs associated with Externd Transmission
costs, DOER likewise recommends that the Department direct the Company to account for these costs,
not in the distribution charge, but in the transmission charge*® The Department should require the
Company to modify its Externd Transmisson Charge Tariff if the exiding tariff is to accommodate these
costs as applicable.
B. THE DEPARTMENT SHOULD ADOPT A RATE STRUCTURE THAT
PROMOTESEFFICIENCY AND EQUITY NOW AND FOR THE FUTURE
1. The Fundamental Goals of Utility Rate Regulation are
Economic Efficiency and Equity
The fundamenta reasons for the regulation of digtribution rates are achieving economic
efficiency and economic equity. Economic efficiency and economic equity are promoted through rate
dructure desgns that reflect marginad costs without violating the god of rate continuity. Boston Gas,

D.P.U. 96-50 (Phasel) a 152. The Department’s goa's in developing and gpproving such rate

416 DOER notes that deflated transmission costs do not impact the competitive market directly asthereis
currently no competitive transmission market. However, inaccurate cost allocation that inflates distribution rates
creates the negative consequences described above related to the incentives created by the existence of the revenue
windfall that flows from distribution charges (from transmission costs) that are not related to any underlying costs.
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structures are efficiency, smplicity, continuity, fairness, and earnings stability. Berkshire Gas Company,

D.P.U. 92-210 (1993) at 199; Blackstone Gas Company; D.T.E. 01-50 (2001) at 28.* To determine

an gppropriate rate structure, a two-step process is employed, conssting of cost dlocation and rate
design. Cogt alocation assigns a portion of the company’ stota coststo each rate class. Rate design
determines a set of prices for each rate class intended to produce the alocated revenue requirements.
Inherent within this is the recognition that the cost-allocation process must determine arevenue
requirement for each rate class that reflects the costs for serving that class. Ultimately, rate design must
meet two objectives. Firdt, the design should produce rates that generate sufficient revenues to cover
the cost of serving each class. Second, rate design should be based on margind codts; i.e. the prices
designed for each rate class should reflect the incrementa cost of producing an additiona unit of outpuit.
Ibid. at 201 — 202.

Thereis ample Department precedent reflecting the efforts exerted in individud casesto
promote efficiency, smplicity, continuity, fairness, and earnings sability. The exercise of the judgment
as to where rates should be set and how far dong the continuum towards recovering the margind costs

required to serve each rate class has been a careful, case-by-case inquiry devel oped over an extended

a7 The Department further explained these concepts as follows:

Efficiency means that the rate structure should ensure recovery of the cost of providing the service and
should provide an accurate basis for consumers’ decisions about how best to fulfill their needs. The
lowest-cost method of fulfilling consumers’ needs should also be the lowest-cost means for society as a
whole. Thus, efficiency in rate structure meansthat it is cost-based, and recovers the cost to society of the
consumption of resources to produce the utility service. The Department has determined that arate
structure achieves the goal of simplicity if it iseasily understood by consumers. Rate continuity means that
changesto rate structure should be gradual to allow consumers to adjust their consumption patternsin
response to achangein structure. Fairness means that no class of consumers should pay more than the
costs to serve that class. Earnings stability means that the amo unt a company earns from its rates should
not vary significantly over aperiod of one or two years. At 28 — 29.
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period of time. The precedents established for rate design have shared the consistent theme that rates
that move towards marginal costs, baanced by rate continuity, D.P.U. 91-290 (1992) at 45;

Cambridge Electric Company, D.P.U. 92-250 (1993). See Fitchburg Gas and Electric Company;

D.P.U. 90-122 (1990) at 5 — 6; Western M assachusetts Electric Company, D.P.U. 90-300 (1991) at

14; Western Massachusetts Electric Company at 194; Berkshire Gas, supra. at 200; Boston Gas,

supra at 152.
2. RatesDesigned to Recover Marginal Costs Are Efficient, Fair, and
Promote Equity Between Rate Classes

Thereis ample authority, both in utility economics andyss and in Sate public utility commisson
decisions (as st forth infra) justifying and endoraing the principle that dectric and gas rates based on
margind cods are efficient and provide price Sgnds that encourage sound investment decisions and
promote effective competition. It is particularly important in a restructured marketplace to establish
prices that neither understate nor overstate the margina costs of providing utility services. Margind cost
pricing aso reduces risk for the distribution company, keeping down the cost of capitd and the total
revenue requirement. Margina cost pricing, while requiring compromises to achieve dl ratemaking
godls, can help to ersure that any digtortion in the efficiency of find rates are minimized.®

The Department has determined that rates should not be based solely on costs, but should aso
consder the impacts of rate structure decisons on customers’ bills. For instance, the pace a which fully
cost-based rates are implemented is dependent, in part, on the effect of changes on customers.

Blackstone Gas Company, supra. at 29.

49 See testimony of Hethie S. Parmesano, National Economic Research Associates; Rochester Gas and Electric
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DOER' s proposed rate design is, overdl, efficient and equitable. While there are distinct
impacts upon asmdl number of individua cusomers billswithin certain rate classes a least during
certain months of the year, the greater number of customers that will benefit from a more accurate
alocation of the costs required to serve each class. This more appropriate dlocation of costs will lead
to more efficient utility operations and remove barriers to retall competition. It is conastent with the
Department’ s gods and will, in the longer term, provide greater benefits to a greater number of
customers than the less accurate cost alocation proposed by the Company.

3. TheBenefits of Moving Towards Marginal Costs Have Been Recognized and
Adopted by Other State Commissions
The Department is not done in embracing rate designs that achieve efficiency through recovery of
margind costs. New Y ork has along tradition of margina cost pricing, beginning in 1976* and

continuing to the present. Asthe Public Service Commisson stated in Rochester Gas and Electric

Corporation; Opinion and Order Concerning Revenue Requirement and Rate Design (Case 96-E-
0898) (September 26, 1996) at 23:
Margind cost-based pricing rests on the sound economic principle that efficient resource adlocation is
enhanced by pricing goods and services as closely as reasonably achievable to margind codts. It has
been our long-standing policy to price dectricity such that consumers pay for the cost thelr consumption
imposes on the utility so that scarce resources are efficiently alocated.

While this philosophy has been echoed by numerous other state commissions, most relevant to the
Department in its determination about how far aong the continuum towards margind costsis

gppropriate and in balance with rate continuity are the opinions of the New Hampshire Public Utilities

Corporation; New Y ork Public Service Commission, Case No. 96-E-0898 (November 26, 1997) at 3— 7.
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Commisson in DG 00-046, Northern Utilities, Inc.; Revenue Neutral Rate Redesign Order Approving

Settlement Agreement; Order No. 23,674 (April 5, 2001) and in DG 00-063, EnergyNorth Natura

Gas, Inc.; Revenue Neutral Rate Redesign Order Approving Settlement Agreement; Order No. 23,675

(April 5, 2001).

The New Hampshire Commission, faced not with the sole issue of margina costs, but the same
issue facing the Department; how far and how fast should rates go in reflecting margind codts,
determined that, despite “substantid” bill impacts on residentid non-heating classes, the progress
towards marginal cost-based rates warranted the increases and provided sufficient off- setting benefits
such that the resulting rates were congstent with the public interest and were just and reasonable. See

Northern Utilities, supra., at 21 — 23; EnergyNorth Natura Gas, supra. at 23 — 24. In reaching these

results, the Commission concluded that its determinations satisfied the rate design principle established,

and gl applicable, in Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591 (1944) at

602, that the “end result” of the rate making methodology iswhat isimportant. If that end result isjust
and reasonable, the Commission has doreits job in the public interest.

The Department should be guided in its determinations by its own established precedents and by
the consderation of these other commissons. 1n so doing, the Department should consider carefully
how far and how rapidly rates must move towards margina costs such that, over the long term, benefits

echew to the entire system.

50 Opinion and Order Determining Relevance of Marginal Coststo Electric Rate Structuresin the “ Generic
Electric Rate Design Caseg’ (Case 26806, 16 NYPSC 671 (August 10, 1976).
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IV.CONCLUSION
DOER respectfully requests that the Department consider the recommendations set forth above
and require the Company to:
1. Allocate the cogts of generation and transmission to the gppropriate components of
the Company’ s rates, and
2. Adopt arate design that promotes grester economic efficiency for both naturd gas

and electric rates by adopting the rate desgns recommended herein.

Respectfully submitted,

Matt Morais, Legd Counsd

Massachusetts Division of Energy Resources
70 Franklin Street

Boston, MA 02110

(617) 727-2732

matt. morais@dgaemaus

Carol R. Wasserman, Deputy Genera Counsdl
Massachusetts Divison of Energy Resources
70 Franklin Street
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